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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

1Cases of the following petitioners are consol i dated
herewith: Estate of Thomas A. Eustace, Deceased, Vicky Eustace,
Execut or, docket Nos. 21149-96 and 21177-96; Estate of Thomas A
Eust ace, Deceased, Vicky Eustace, |ndependent Adm nistrator and
Vi cky Eustace, docket No. 21150-96; M chael T. Eustace, docket
No. 21167-96; Steven A and Mchelle L. Dye, docket No. 21168- 96;
and Robert R and Elsa M Eustace, docket No. 21400-96.



By notices dated July 2, 1996, respondent

FOLEY, Judge:
determ ned deficiencies and additions to petitioners’ Federal
i ncone taxes as foll ows:
Ni chol as Eustace, docket No. 21088-96
Year Defi ci ency
1992 $3, 239
Estate of Thonmas A Eustace, Deceased, Vicky Eustace, Executor,
21149-96 and 21177-96

docket Nos.

6662(a) Addition

Year Defi ci ency Sec.
1990 $71, 505 $14, 301
1991 588 - -

Estate of Thonms A. Eustace, Deceased, Vicky Eustace,
| ndependent Adni ni strator and Vi cky Eustace, docket No. 21150-96

Year Defi ci ency
1991 $721

M chael T. Eustace, docket No. 21167-96
Year Defi ci ency
1992 $3, 346

Steven A. and Mchelle L. Dye, docket No. 21168-96

6651(a) (1) Addition
$147

Year Defi ci ency Sec.

1992 $3, 388

Robert R and Elsa M Eustace,

docket No. 21400-96

Year Defi ci ency Sec. 6662(a) Addition
1990 $219, 475 $43, 895
1991 44,685 7, 850

41, 486

1992 207, 428
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Unl ess otherwi se indicated, all section references are to the
I nt ernal Revenue Code for the years in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
After concessions, the issue is whether petitioners are entitled
to the section 41 research credit.
FI NDI NGS OF FACT

When the petitions were filed, each petitioner or
petitioner’s representative resided in Illinois or Indiana.
Petitioners were the sharehol ders of Applied Systens, Inc.
(Applied Systens), an S corporation founded, in 1980, to produce
conputer software for independent insurance agencies.

Appl i ed Systens had five departnents: Programmng (i.e.,
product devel opnent), custoner services, sales, marketing, and
operations. The progranmm ng departnent had four groups, each
headed by a vice president: The Agency Manager (TAM,
Forns/Interface Module (FIM, rating nodule, and advanced
engi neering. O Applied Systens’ 450 enpl oyees, 26 worked on the
TAM nodul e, 25 on FIM and 131 on the rating nodule. Petitioners
claimthat Applied Systens paid its enpl oyees $2, 139, 888,
$2, 363, 089, and $3, 694, 097 of wages relating to the research
credit during 1990, 1991, and 1992, respectively.

Appl i ed Systens produced software for processing client and
i nsurance policy information, invoices, insurance clains,

standard i nsurance fornms, word processing, marketing, and



- 4 -

accounting. Sonme of the software cal culated premuns (i.e.,
rated policies) and transmtted data between independent agencies
and i nsurance conpanies (i.e., carriers).
. TAM

In 1983, Applied Systens released the first version of TAM
a program designed to automate the day-to-day functions of
i ndependent agencies. Applied Systens sold TAMdirectly to such
agencies. TAM consisted of three nodul es: The TAM nodul e, FI M
and First Rate (i.e., rating nodule). During the years in issue,
Appl i ed Systens sold the TAM and FI M nodul es together as one
product and sold First Rate separately. The software ran on |BM
conpati bl e personal conputers (PC s) and |ocal area networks
(LAN s).

A.  TAM Modul e

Appl i ed Systens rel eased the first version (i.e., series) of
the TAM nodul e in 1983 and the second and third series by 1989.
The TAM nodul e enabl ed an agency to search for prospective
clients whose data matched certain criteria, draft personalized
sales letters, generate foll owp reports, dial tel ephone nunbers,
track appointnments, access First Rate (i.e., to calculate
prem uns), access FIM(i.e., to fill out forms), process
i nsurance applications, track policy issuance, enter changes and

clains, run marketing analysis reports, and process renewal s.
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In January 1990, Applied Systens released TAM 4.0 for a
beta-test (i.e., during which agencies used the software in a
wor ki ng environnent to identify problens not discovered during
i n-house testing). |In Septenber 1990, Applied Systens began to
develop TAM 4.1, a series for large agencies. In 1991, Applied
Systens beta-tested TAM 4.1. Throughout 1992, Applied Systens
debugged TAM 4.1 and worked on TAM 5.0. In COctober 1992, Applied
Systens decided to nmake TAM 4.1 its main product and adjust it
for small agencies by deactivating certain features.

Appl i ed Systens made 190 nodifications to the TAM nodul e in
converting Series 4.0 to 5.0. During the years in issue, the
nodi fications to the TAM nodul e i ncl uded the foll ow ng.

1. Roundi ng Nunbers

Applied Systens’ clients identified rounding errors in the
cal cul ation of noney amounts. Programmers traced the errors to
extra decimal places in the conpiler program

2. Locki ng Transacti ons

Appl i ed Systens programred the TAM nodul e for “l ocking”
(i.e., allowng nore than one user at a tinme to conduct
transactions with a particular file).

3. Expandi ng Representati on

Programmers expanded the representati on on each byte of

menory from9 to 32 objects (e.g., agencies, branches, or
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departnents), increasing the software’s ability to satisfy the
needs of |arger client agencies.

4. Managi ng Menory

Programmers, using software purchased froma third-party
vendor, increased the nenory avail able to run the TAM nodul e by
transferring sonme nenory contents to disk

5. Mul titaski ng

Progranmers, using software purchased froma third-party
vendor, inplenented a function, called “Big Interrupt”, that
al l owed users to performnultiple tasks at one tine.

6. 1ndexing

Progranmers, using software purchased froma third-party

vendor, devel oped indexes to |locate data in data bases.

B. FEI M Mdule

In 1986, Applied Systens released the first series of FIM
FI M used Agency/ Conpany Organi zation for Research and Devel opnent
(ACORD), (i.e., an insurance industry association) standards to
print forns and transmt data to carriers. FIMautomatically
inserted into a formany relevant data fromexisting client and
policy data bases. FIM enabled an agency to send (i.e., upload)
forms, and the data thereon, to carriers through an electronic
interface. FIM supported single-entry multiconpany interface
(SEMCI), which allowed an agency to enter data only once and send

it to multiple carriers. By 1989, FIMcould also receive (i.e.,
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downl oad) data, such as insurance policies. During the years in
i ssue, Applied Systens integrated FIMw th the TAM nodul e by
structuring data bases, configuring data, and formatting data and
characters for printing. Applied Systens nmade 55 nodifications
to FIMin converting Series 4.0 to 5.0.

C. First Rate Mdul e

Prior to the years in issue, the rating nodul e enabl ed
agents to rate personal insurance policies in a dozen States. In
| ate 1988, Applied Systens purchased Al pha Touch, a rating vendor
based i n Bl oom ngton, M nnesota. Al pha Touch had software that
could calculate premuns relating to personal insurance witten
in the Mdwestern States. Applied Systens used the Al pha Touch
software to expand First Rate, enabling the nodule to cal cul ate
premuns relating to nore carriers, all 50 States, and
comercial, as well as personal, insurance.

During the years in issue, Applied Systens’ enpl oyees
created prograns applicable to carriers not already included in
First Rate. The enployees referred to State regul ati ons and
carrier manuals to determne the required data el enents and the
rating fornulas. At the end of 1990, Applied Systens began work
on rating prograns applicable to comercial insurance.

Comrerci al insurance rating involved nore types of insurance
coverage than personal insurance. From 1990 through 1992,

Appl i ed Systens created approxi mately 3,000 prograns. Applied
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Systens regul arly updated each programto reflect rating formul a
nodi fications each carrier nmade at | east once a year.

D. Oher Projects

During the years in issue, Applied Systens al so worked on
data conversion, |ndependence, WnTAM D anond, and
eval uat i ons/ R&D.

1. Dat a Conver si on

From 1990 through 1992, Applied Systens offered an
el ectroni c data conversion service to agencies switching from
anot her automati on systemto the TAM nodul e. This service
al l oned agencies to use the data fromtheir old systens w thout
manual |y reentering the data into the TAM nodule. In a typica
data conversion, Applied Systens would take the data off the old
system put it on a PC, create a programto transfer the data to
data base files needed for the TAM nodul e, and run the programto
transfer the data. In an average week, Applied Systens was
converting, in 1990, four systens; in 1991, seven systens; and in
1992, nine systens.

2. | ndependence

In 1991, Applied Systens purchased Liberty and Leader
Systens (i.e., automation vendors that were subsidiaries of
carriers) and began the | ndependence project to integrate the
software of these systens with FIM As a result of the

acquisition, Applied Systens added to its user base the custoners
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of Liberty and Leader, based in Georgia and | ndi ana,
respectively. These new custoners could convert to the TAM
nodul e or retain their existing software, which required
integration with FIM The conputer |anguage of Liberty and
Leader (i.e., COBOL) was different fromthat of FIM(i.e., O
| ndependence invol ved figuring out howto run FIMw th, and pass
data to and from the acquired systens.
3. WnTAM

In 1992, one of Applied Systens’ conpetitors announced t hat
it wuld release a Mcrosoft Wndows version of its software by
the year’s end. |In response, Applied Systens formed a group of
enpl oyees to develop a version of the TAM nodule for use in the
W ndows environnent (i.e., WnTAM. Applied Systens decided to
keep the TAM nodule in the old D sk Operating System (DOS)
environment, but put it in a Wndows format. This decision
al l oned Applied Systens to bring a Wndows version to market
before conpl eting the product devel opnent. |n Septenber 1992,
Appl i ed Systens denonstrated an early version of WnTAM at an
annual insurance industry convention.

4. Di anond

In the latter part of 1992, Applied Systens started to

desi gn an automation system called D anond, to serve |arge

carriers (i.e., while the TAM nodul e served i ndependent
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agenci es). Dianond woul d manage and update policies to reflect
custoner transactions.

5. Eval uati ons/ R&D

Appl i ed Systens’ eval uati ons/ R&D wor k consi st ed of
eval uati ng and devel opi ng, by the creation of short routines,
conpatibility between TAM and third—party hardware and software
pr oduct s.

1. Credit d ai ned

On its 1990, 1991, and 1992 tax returns (i.e., Forns 1120S,
U.S. Incone Tax Returns for an S Corporation), Applied Systens
did not claimany research credit. On Decenber 30, 1993, Applied
Systens hired a new tax manager, who determ ned that Applied
Systens should claimresearch credits relating to the years in
i ssue. The tax manager interviewed enpl oyees and del i neated the
enpl oyees and activities that he believed qualified for the
research credit. On June 24, 1994, and August 30, 1995, Applied
Systens submtted anended returns, relating to the 3 years in
issue, to claimthe respective research credit “that was
erroneously omtted fromthe original filing of the Form 1120S.”
On the anended returns, Applied Systens clainmed research credits
of $235,536, $127,426, and $289, 449, relating to the wages of 227
enpl oyees in 1990, 1991, and 1992, respectively. Petitioners,
pursuant to anended pleadings filed in April 1997, added the

wages of 21 enployees (i.e., $635,371) to their claim
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CPI NI ON

Definition of Qualified Research

Pursuant to section 41(d)(1), “qualified research” nust
meet, in pertinent part, the discovery and process of
experinmentation tests.

A. The D scovery Test

Qualified research nust be undertaken for the purpose of
di scovering information which is technological in nature. Sec.
41(d) (1) (B)(i). In this case, “qualified research” is research
that is undertaken to discover information that goes beyond the
current state of know edge in the conputer science field. Sec.

41(d)(1)(B); United Stationers, Inc. v. United States, 163 F.3d

440, 444 (7th Cr. 1998); Norwest Corp. v. Comm ssioner, 110 T.C

454, 493 (1998). In the context of section 41(d)(1)(B)(i),
“di scovery demands sonet hing nore than nere superficial newness;
it connotes innovation in underlying principle.” United

Stationers, Inc. v. United States, supra at 444.

B. The Process of Experinentation Test

Substantially all of the activities of qualified research
must constitute el enments of a process of experinentation for a
purpose that relates to a new or inproved function, performnce,
reliability or quality. Sec. 41(d)(1)(CO, (d)(3)(A). 1In section
41(d) (1) (O, “substantially all” nmeans at |east 80 percent of the

activities that constitute a process of experinentation. Norwest
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Corp. v. Comm ssioner, supra at 497; sec. 1.41-2(d)(2), Incone

Tax Regs. A “process of experinentation involves sonething nore

t han sinply debugging a conputer program” United Stationers,

Inc. v. United States, supra at 445. 1In this case, “qualified

research” consists of activities at |east 80 percent of which
constitute a process of experinentation ainmed at elimnating
uncertainty about the technical ability to devel op software. See

sec. 41(d)(1)(C; Norwest Corp. v. Conm ssioner, supra at 496-

497; sec. 1.41-2(d)(2), Inconme Tax Regs.

1. Parti es’ Contentions

Respondent contends that Applied Systens did not conduct
“qualified research” because its enpl oyees did not undertake
research to discover information that is technol ogical in nature,
and substantially all of the enployees’ research activities did
not constitute elenents of a process of experinentation.
Petitioners contend that the section 41(d) definition of
“qualified research” requires “only that there be significant
progranmm ng changes to software”. Petitioners further contend
that Applied Systenms’ work neets the requirenents of the
di scovery test, because “All conputer progranm ng relies on
conputer science principals [sic]”, and the process of
experinmentation test, because enpl oyees did “consider
alternatives when addi ng additional functionality to the

Petitioner’s [sic] conputer prograns.”



I11. Analysis

We note at the outset that petitioners’ reconstruction of
qual i fyi ng expenses was unreliable, inaccurate, inconplete, and
whol ly insufficient to establish what various workers did and
whet her such expenses qualify for the research credit. In
addition, petitioners failed to have their conputer expert
address technical issues relevant to the case, and, as noted
bel ow, the testinony of petitioners’ w tnesses further supports
our conclusion that work perfornmed by Applied Systens’ enpl oyees,
during the years in issue, does not qualify for the research
credit.

A, TAM

Most of the product devel opnent of the TAM nodul e occurred
during 1980 through 1989. In describing a “sophisticated
approach” that Applied Systens had “invented” and used in the TAM
nmodul e, petitioners’ programmer testified: “This would have been
inthe *80s.” During the years in issue, enployees nerely
updated the TAM nodule. Solutions to problens of rounding
nunbers, |ocking transactions, and expandi ng representati on were
comonly known in the conputer science field and did not present
significant programm ng chal |l enges. Applied Systens’ purchase
and use of third-party software to facilitate managi ng nenory,
mul titasking, and indexing tasks indicates that these techniques

were al so known in the conputer science field. Petitioners’
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programmer testified that he “could i nmedi ately know whet her
sonet hing could be made to work or whether it just woul dn’'t
wor k. ”

Appl i ed Systens’ enpl oyees perforned the foll ow ng tasks
relating to FIM Establishing the capability to display business
forms, enter data into their blank fields, integrate the data
with a data base, and print standard fornms. All these tasks were
feasi ble before 1990. Simlarly, enployees working on First Rate
converted State regulations and carrier fornmulas into prograns.
This task is part of the normal skilled practice of software
devel opment and does not advance or refine any principles of
conputer science. Petitioners’ conputer expert testified,
relating to the expansion of the rating nodule: “It’s hard for
me to think about witing each of those progranms as constituting
research.” Applied Systens’ vice president in charge of First
Rate testified: “Really from1990 to ‘92 there were m nor
enhancenents, nodifications to make things easier. There weren't
a lot of major changes.”

In essence, these tasks did not go beyond the current state
of know edge in the conputer science field and did not involve a
process of experinentation.

B. Oher Projects

Petitioners contend that work on data conversi on,

| ndependence, WnTAM and D anond qualifies for the research
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credit. W disagree. Data conversion is commonly provided by
software vendors. There was no technical uncertainty, for
exanpl e, that a COBOL programcould be rewitten in C, and, by
1990, the principles for converting software from DOS to W ndows
had been published. Petitioners’ progranmer testified that,
during the years in issue, Applied Systens did not fundanentally
convert the TAM nodul e from DGS, but, as “a sinple plan we coul d
do fast”, nerely put the TAM nodule in a Wndows format, so “we
could start denonstrating sonething under Wndows nore quickly”.
Applied Systens’ vice president testified, relating to D anond,
t hat enpl oyees were “trying to figure out what the product was
supposed to do”, but “weren’t doing any coding” (i.e.,
progranmm ng), during the years in issue. Petitioners presented
insufficient evidence relating to evaluations/R& and failed to
address this issue on brief.

| V. Concl usi on

Petitioners fell woefully short of presenting sufficient
evidence to establish, as required by section 41, that Applied
Systens’ activities net the requirenents for the research credit.
Appl i ed Systens did not undertake research to discover
i nformati on beyond the current state of know edge in the conputer
science field. Nor did Applied Systens conduct a process of
experinentation ainmed at elimnating uncertainty about the

technical ability to devel op the software.
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Al t hough the TAM nodule, FIM First Rate, D anond, etc. do
not neet the requirenents of section 41(d)(1), the research
credit may, nevertheless, be applicable to the nost significant
set of elenents of these products in relation to which all the
requi renents are nmet. See H Conf. Rept. 99-841 (Vol. I1), at
11-72 to 11-73 (1986), 1986-3 C.B. (Vol. 4) 1, 72-73.
Petitioners acknow edge that they do not have

the substantiation necessary to tie salaries to

activities at the subconponent level, * * * . However,

the Cohen [sic] rule would apply in this circunstance,

and the Court would be required to make a reasonabl e

all ocation of salaries to functionality.

The rul e of Cohan v. Conm ssioner, 39 F.2d 540, 544 (2d Cr

1930), does not require the Court, in this case, to make such an
al l ocation, and we decline to do so. Accordingly, respondent’s
determ nati ons are sustai ned.

Contenti ons we have not addressed are noot, irrelevant, or
meritless.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.




